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Taxation of Expenditures Required By
The Surface Mining Control and
Reclamation Act of 1977 (SMCRA)
INTRODUCTION
Frequently, mine operators and the Internal Revenue Service
(hereinafter the Service) disagree on whether the expenditures
made by the mine operator to comply with the statutory require-
ments of the Surface Mining Control and Reclamation Act of
1977 (hereinafter SMCRA) are characterized as capital or de-
ductible expenses. Under the statute, the mine operator is re-
quired to obtain exploration permits,2 mining permits, 3
reclamation bonds 4 and public liability insurance5 before begin-
ning mining operations. Once mining commences, the statute
requires the construction of land improvements 6 at the mine site
to lessen the environmental impact of the mining activites. Upon
the exhaustion of the mineral deposit, the statute requires the
reclamation of the mined area. 7 This note will examine these
expenditures made by mine operators during the life of a mine,
and evaluate them to illustrate the dichotomy between deductible
and capital expenditures.
The general rules for capitalization of expenditures apply to
the extraction industries. However, there are special rules that
may override the general capitalization rules under specific cir-
cumstances with some of the specific rules being mandatory
while others are elective. The special rules may allow the mine
operator to currently deduct a capital expenditure. Consequently,
some expenditures are difficult to categorize.
Surface Mining Control and Reclamation Act of 1977, Pub. L. No. 95-87, §§
101-908, 91 Stat. 445 (1982) (codified at 30 U.S.C. § 1201-1328) [hereinafter SMCRAI.
2 See SMCRA § 512(a), 30 U.S.C. § 1263(a) (1982).
See SMCRA § 506(a), 30 U.S.C. § 1256(a) (1982).
See SMCRA § 509(a), 30 U.S.C. § 1259(a) (1982).
See SMCRA § 507(f), 30 U.S.C. § 1257(f) (1982).
See SMCRA § 515(b)(8) and (17), 30 U.S.C. § 1265(b)(8) and (17) (1982).
See SMCRA § 515(b)(2), 30 U.S.C. § 1265(b)(2) (1982).
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The characterization of an expenditure is important because
a capital expense is not currently deductible in computing taxable
income.8 For an expenditure to be deductible, the expense must
be allowed by a specific code section in Part VI of the Internal
Revenue Code (hereinafter the Code).9 If the expense is not
allowed by a specific Code section in Part VI, it is capitalized
and no current deduction is allowed.' 0 Under section 162 of the
Code, a deduction is "allowed as a deduction [for] all the
ordinary and necessary expenses paid or incurred during the
taxable year in carrying on any trade or business."" This section
requires that the expense be both ordinary and necessary to be
deductible.' 2 In Welch v. Helvering'3 the Supreme Court held
that "necessary," as used in this section, means the expense is
appropriate and helpful to the taxpayer's business. 4 The Su-
preme Court interpreted "ordinary" by stating that "though
there must always be a strain of constancy within it, [ordinary]
is none the less a variable affected by time and place and
circumstance."' 5 In a subsequent case, the Supreme Court artic-
ulated the following definition:
Ordinary has the connotation of normal, usual, or customary.
To be sure, an expense may be ordinary though it happen but
once in the taxpayer's lifetime .... Yet the transaction which
gives rise to it must be of common or frequent occurrence in
the type of business involved. . . . Hence, the fact that a
particular expense would be an ordinary or common one in
the course of one business and so deductible under [IRC §
162] does not necessarily make it such in connection with
another business .... One of the extremely relevant circum-
stances is the nature and scope of the particular business out
of which the expense in question accrued. The fact that an
obligation to pay has arisen is not sufficient. It is the kind of
transaction out of which the obligation arose and its normalcy
in the particular business which are crucial and controlling.' 6
I.R.C. § 161 (1954).
*Id.
Id.; see also I.R.C. § 261 (1954).
I.R.C. § 162 (1954).
Welch v. Helvering, 290 U.S. I11, 113 (1933).
290 U.S. 111 (1933).
" Id. at 113.
I d.
Deputy v. Du Pont, 308 U.S. 488, 495-96 (1940).
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Many business expenses that facially meet this test for current
deductibility as an ordinary and necessary business expense are
nevertheless capitalized. If an expenditure results in the acqui-
sition or creation of a asset that has a useful life of more than
one year, it is a capital expenditure and no current deduction is
allowed.' 7 In the case of self-constructed assets, the allowance
for depreciation on equipment or other assets is capitalized as a
part of the cost of the newly constructed asset and no deduction
is allowed for the depreciation on the equipment or other as-
sets.' 8 Such depreciation is allowed over the life of the new asset
depending upon the nature and physical characteristics of the
asset constructed.' 9 Furthermore, indirect cost or overhead ex-
penses reasonably allocable to self-constructed assets must be
captialized as a part of the cost of the newly constructed asset. 20
Other expenditures that must be capitalized include "[alny
amount paid out for new buildings or for permanent improve-
ments or betterments made to increase the value of any property
or estate" 2' and "[any amount expended in restoring property
or in making good the exhaustion thereof for which an allowance
is or has been made." ' 22 Expenditures that are capitalized gen-
erally are subsequently recovered through an allowance in the
form of a deduction for depreciation, amortization, or depletion.
,1 See I.R.C. § 263(a)(1) (1954); Treas. Reg. § 1.263(a)-2(a) (1960); Wemple State
Bank, I B.T.A. 415 (1925) ("The cost of a [postingi machine which has a useful life of
as long as five years is a capital expenditure and is not deductible as an ordinary and
necessary expense.") See Gunn, The Requirement That A Capital Expenditure Create
Or Enhance An Asset, 15 B.C.L. REV. 443, 444 (1973-74).
I.R.C. § 263(a)(1) (1954).
I.R.C. § 263(a)(2) (1954).
See Commissioner v. Idaho Power Co., 418 U.S. 1, 1-23 (1973). Held that
construction-related depreciation on self-constructed transmission lines, transmission
switching stations, distribution lines, distribution stations, and connecting facilities was
a nondeductible capital expenditure to which § 263(a)(1) had application. The Supreme
Court citing the Tax Court held that "depreciation allocable to the use of the equipment
in the construction of capital improvements was not deductible in the year the equipment
was so used but should be capitalized and recovered over the useful life of the assets
constructed." Idaho Power Co. v. Commissioner, 29 T.C.M. (CCH) 383, 386 (1970).
21 See generally id. (The concept of capitalizing depreciation also applies to assets
created that are amortized or depeleted under the Code.).
-' See Adoloph Coors Co. v. Commissioner, 519 F.2d 1280 (10 Cir. 1975), cert
den, 423 U.S. 1087 (1976), aff'g 60 T.C. 368 (1973), acq. 1974-2 C.B. 2. Taxpayer used
its own employees and equipment to construct buildings and equipment used in its
brewing operations. The Court upheld the Commissioner's determination that the tax-
payer had improperly deducted amounts representing the cost of construction overhead,
maintenance and cost of the engineering department.
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Generally, both tangible and intangible assets are depreciated
when their useful life exceeds one year and may be reasonably
estimated. Assets are amortized for tax purposes over an arbi-
trary period when their useful life is not ascertainable and the
statute specifically allows such amortization. Finally, depletion
only applies to costs related to the exhaustion of a natural
resource.
I. EXPLORATION PERMIT
I.R.C. section 617(a) allows taxpayers to elect to deduct
exploration "expenditures paid or incurred . . .for the purpose
of ascertaining the existence, location, extent, or quality of any
deposit of ore or other mineral . . . before the beginning of the
development stage of the mine."' 23 The legislative history clearly
states "that exploration type expenditures during the develop-
ment or producing stage of a mine would be treated as deductible
development expenditures or operating expenses. . ., rather than
as exploration expenditures ' 24 "except where the expenditures
were made to discover a new mine."' 25 Congress thus has indi-
cated that exploration expenditures, for the purpose of discov-
ering or analyzing a new mineral deposit, are incurred prior to
the beginning of the development stage.
26
Exploration expenses are necessary to the business of mining
minerals because the existence, location and quality of the min-
eral is ascertained before the mineral deposit is developed.
2 7
However, exploration expenditures are not ordinary and are
capitalized under section 263(a) because the information learned
from the exploration activities benefit future periods if the min-
eral property is acquired or retained. 28 The future period bene-
fited by the cost of exploration activites, however, often is not
immediately ascertainable because the decision regarding whether
to mine the mineral is made at a point in time after the explo-
2, I.R.C. § 617(a)(1) (1976).
S. REP. No. 552, 91st CONG., 1st SESS., reprinted in 1969 U.S. CODE CONGS. &
ADMIN. NEWS 1645, 2220, reprinted in 1969-3 423, 541-43.
25 Id.
21 See id.; Treas. Reg. § 1.617-1(a) (1972).
21 See supra notes 8-16 and accompanying text.
21 Rev. Rul. 77-188, 1977-1 C.B. 76, 77; see supra notes 15-20 and accompanying
text.
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ration activities have ended.2 9 Nevertheless, if the property is
acquired the costs of exploration activities are capitalized and
"are allocable to the cost of the property acquired or retained." 30
Even though exploration expenditures are properly treated
as capital expenditures, such expenditures are currently deduct-
ible at the election of the taxpayer.3' If exploration expenses are
not deducted, then they are added to the mineral property's cost
depletion basis.32 The election under section 617 is a timing
provison which accelerates the taxpayer's depletion deductions
because the exploration expenditures deducted under 617 are
recaptured under one of two methods when the mine reaches
the producing stage." First, the taxpayer may elect to include
previously deducted exploration expenditures in income in the
year the mine reaches the producing stage.3 4 Then the adjusted
exploration expenditures are added to the depletable basis of the
mineral deposit.35 Alternatively, the depletion deductions allow-
able when the mine reaches the producing stage are disallowed
in an amount equal to the adjusted exploration expenditures.
36
Generally, the second alternative is preferable because the recap-
ture is deferred until the depletion deduction is otherwise allow-
able.3 7 However, under the first alternative, the taxpayer
recognizes ordinary income currently in exchange for the oppor-
tunity to recognize future deductions.38 This alternative may be
advantageous if a net operating loss is about to expire in the
recapture year.39
I See I.R.C. § 617(a)(1) (1969). Exploration activities end when the development
stage begins. The development stage begins after the determination that the mineral is
sufficient to justify commercial exploitation. See I.R.C. § 616(a) (1954).
1 Rev. Rul. 77-188, 1977-1 C.B. 76, 77. The ruling addresses the "tax treatment
of geological and geophysical exploration expenditures, for the purpose of obtaining
data that will serve as a basis for the acquisition or retention of a mineral property by
a taxpayer engaged in exploring for minerals."
" I.R.C. § 617(a)(1) (1969).
'2 See I.R.C. § 617(a)(1) (1969); Rev. Rul. 77-188, 1977-1 C.B. 76; McMahon,
The Coal Depletion Allowance Deduction, 85 W. VA. L. REV. 581, 622-623 (1982-83).
" McMahon, 85 W. VA. L. REV. at 623.
- I.R.C. § 617(b)(1)(A) (1969).
" Id. McMahon, 85 W. VA. L. REV. at 623.
- I.R.C. § 617(b)(I)(B) (1969).
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Often the taxpayer conducts the exploration activities before
acquiring the right to develop the mineral property. Then the
taxpayer has not acquired the mineral property to which the
exploration expenditures are ordinarily allocated as capital ex-
penditures. If the taxpayer abandons the area explored as a
potential source of mineral production, the exploration expend-
itures allocable to such area are deductible losses under section
165 of the Code.10
SMCRA requires an operator to obtain a coal exploration
permit when exploration or prospecting activites will substan-
tially disturb the natural land surface. 4' The cost of obtaining a
coal exploration permit is a pre-production expenditure which
grants the holder the privilege to engage in exploration activities
on the mineral property to ascertain the quantity and quality of
the mineral deposit. 42 After the exploration activites are com-
pleted, the disturbed areas must be reclaimed as if there had
been actual mining activities.
4
1
Unlike most exploration expenses the cost of obtaining the
coal exploration permit is not a cost incurred as part of the
physical exploration activities such as core drilling. The cost of
obtaining the coal exploration permit creates an intangible right
to engage in an activity. In H. G. Fenton Material Co. v.
Commissioner," the Tax Court addressed the proper tax treat-
ment of expenditures incurred in obtaining governmentally re-
quired permits which were prerequisites to conducting mining
operations. In this case, the Service successfully argued that two
special use permits (similar to zoning permits) required by the
County of San Diego were capital expenditures because the
taxpayer was unauthorized to operate the sand mines without
the permits .4 The costs of the permits that were required to be
capitalized included "filing fees, legal fees, engineering fees,
environmental impact report preparation fees, grading plan prep-
aration fees, and consulting fees." 46 Analogizing the expendi-
" Rev. Rul. 77-188, 1977-1 C.B. 76, 77.
" SMCRA § 512(a), 30 U.S.C. § 1262(a) (1982).
'2 See id.
30 C.F.R. § 815.15(e) (1983).
• 74 T.C. 584 (1980).
4, Id. at 590.
I' d. at 586.
TAXING OF EXPENDITURES
tures to obtain the permit to "a payment to acquire a 'right of
access' or a 'right to engage in an activity,' "I4 the court stated
that:
[bly these expenditures, petitioner [taxpayer] acquired intan-
gibles of use in its trade or business for fixed periods of time,
i.e., the right to operate its mine for the life of the permits.
That this right was a substantial one is obvious from the fact
that, had petitioner not been granted such right, no mining on
its land would have been authorized and the pits might well
have been worthless. A purchaser of either site with the intent
of mining the site would presumably pay a higher price for
the mines with a permit than it would for the mine without a
permit.
48
The taxpayer argued that the cost of obtaining the permits
was a mine development expense 9 or an ordinary and necessary
business expense. 0 The Tax Court opinion failed to discuss
deductibility as an ordinary and necessary business expense5' and
dealt only with the issue of deductibility as a mine development
expense.5 2 In this context the Court concluded that the costs
were capital expenditures rather than mine development expenses
because they were subject to the allowance for depreciation
under section 167.11 The Tax Court in deciding that the permits
were depreciable appeared to have been persuaded by the fact
that the governmental agency fixed the life of one permit for 30
years and fixed the life of the other permit for 15 years. 4 If the
I' d. at 590.
I" d. at 589.
See I.R.C. § 616 (1954); infra notes 105-24 and accompanying text.
"' See supra notes 8-16 and accompanying text.
H. G. Fenton Materials Co., 74 T.C. at 590.
See generally id.
Id. at 589 (The Court cited Treas. Reg. § 1.167(a)-3 (1960). The Court did not
discuss which alternative depreciation methods would be appropriate to use.).
See Treas. Reg. § 1.167(a)-3 (1960), which provides:
If an intangible asset is known from experience or other factors to be of
use in the business or in the production of income for only a limited
period, the length of which can be estimated with reasonable accuracy,
such an intangible may be the subject of a depreciation allowance. Ex-
amples are patents and copyrights. An intangible asset, the useful life of
which is not limited, is not subject to the allowance for depreciation. No
allowance will be permitted merely because, in the unsupported opinion of
the taxpayer, the intangible asset has a limited useful life.
19861
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useful lives of the permits were not ascertainable because the life
of the mine was not known, the taxpayer would not have been
allowed to depreciate the cost of obtaining the permits.5" Then,
the taxpayer could have argued that the cost of obtaining the
zoning permits should have been a mine development expense.
However, the cost of obtaining the permits was not incurred as
part of the physical mining process which is required for de-
ductibility as a mine development expense. 6
Additionally, H. G. Fenton Materials Co. was required to
obtain a grading permit and an engineering permit to facilitate
its waste removal operations.17 The taxpayer used the waste
material to fill land it owned which "was rendered incidentally
more useable for industrial and/or commercial purposes.""8 In
contrast to the zoning permits the Court held that the costs of
obtaining the grading and engineering permits were currently
deductible under section 162.19 The court reasoned that:
The cost of removing the yellow fill [waste material] from
petitioner's minesite was an "ordinary and necessary" business
expense. If the fill were not removed it would eventually choke
and clog the minesite so that mining operations would perforce
cease. If petitioner had paid another to remove the waste, or
if it had dumped its waste upon another's land and paid a fee
for this right, these costs would be deductible. The method of
disposal fixed upon by petitioner, by which the waste fill was
dumped upon land petitioner owned rather than land owned
by another, cannot, therefore, be determinative. Any benefit
petitioner may, or may not, at some future time enjoy as a
result of this mode of waste removal is conjectural.60
The Tax Court decided that different tax results were justi-
fied for the costs of the different permits obtained by the tax-
payer. In both situations intangible, governmentally granted
privileges were obtained, but in the first situation the costs were
capitalized and depreciated, while in the second the costs were
currently deductible as ordinary and necessary business expenses
3' Id.
See infra notes 122-24 and accompanying text.





under section 162. In neither situation were the costs deductible
as mine development expenses.
In reaching these seemingly inconsistent conclusions the Court
appeared to have focused on the purpose or need of the taxpayer
in acquiring the permits. The taxpayer could not operate the
mines without the special use permits. The taxpayer's need was
absolute and the permits were for a fixed duration. On the other
hand, the permits for filling the land with waste materials were
not an absolute requirement for the taxpayer to carry on its
trade or business. As the Court stated in its opinion, the taxpayer
had alternative means of disposing of the waste material which
led the court to conclude that the taxpayer "should not be
punished, tax wise, for ' 61 choosing "the most cost effective way
of disposing of the fill [waste material]. 6 "
The Court's approach in examining the underlying purpose
for which the intangible right was acquired is sound, but creates
difficultes in application because the court did not provide a
bright line test to apply the principle espoused. Under the Court's
reasoning one must examine the underlying purpose for obtain-
ing a coal exploration permit. A coal exploration permit grants
the privilege to explore for coal on the property. 63 The mine
operator has no alternative to obtaining the exploration permit
other than conducting the exploration illegally. Therefore, al-
though a permit is necessary" to the mine operator's business,
it is not ordinary. 6 The cost of obtaining the exploration permit
is not ordinary if the property is owned or acquired since the
knowledge obtained from the exploration activites will benefit
multiple years even if mining is not commenced.66 However,
using the underlying purpose test developed from H. G. Fenton
Material Co., the exploration permit would be capitalized as an
H. G. Fenton Materials Co., 74 T.C. at 592.
Id.; see generally Commissioner v. Bagley & Sewall Co. 221 F.2d 944 (2d Cir.
1955). (The taxpayer had acquired U.S. Government Bonds as security for a business
contract in lieu of paying a commercial surety an ordinary premium. The loss on the
sale of the Bonds was allowed as a ordinary and necessary business expense. The court
determined that the bonds were acquired for a business motive and not for an investment
purpose.).
See supra notes 41-43 and accompanying text.
See supra notes 8-22 and accompanying text.
I d.
See supra notes 16-19 and accompanying text.
1986]
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exploration expense, rather than an asset separate and distinct
from the mineral deposit. 67 The underlying purpose is' the grant
of the privilege to conduct exploration activities which are capital
expenditures." Therefore, the expenses of acquiring the coal
exploration permit should be subject to the election under section
617 allowing a current deduction for exploration expenditures .69
If not currently deducted under section 617, the exploration
expenses should be added to the depletable basis of the mineral
deposit .70
II. MINING PERMITS AND RELATED EXPENDITURES
The method of evaluating the tax treatment of costs to obtain
mining permits, performance bonds, and liability insurance re-
quired by SMCRA is similar to the previous evaluation of the
costs to obtain a coal exploration permit. However, the resulting
tax treatment is different.
A. Mining Permits
A mine operator must obtain a mining permit before any
mine development activities are commenced. Mining permits
issued under SMCRA cannot exceed a period of five years, but
the mine operator has the right to successive renewals. 72 Mining
permit renewals are practically automatic as long as the mine
operator satisfactorily complies with the existing mining permit
and gives public notice of the renewal.7 When the original
mining permit is issued, the operator has reasonable assurance
that the mining permit will be renewed until the mineral deposit
is exhausted. If the operator can demonstrate that a period in
excess of five years is required to obtain financing for equipment
and the opening of the mine, the statute authorizes the regulatory
1 See supra notes 44-62 and accompanying text.
See supra notes 23-40 and accompanying text.
" Id.
7o See supra note 32 and accompanying text.
1, SMCRA § 506(a), 30 U.S.C. § 1256(a) (1982). ("[N]o person shall engage in or
carry out on lands within a State any surface coal mining operations unless such person
has first obtained a permit issued by such State pursuant to an approved State program
or by the Secretary pursuant to a Federal program.").
72 SMCRA § 506(b), 30 U.S.C. § 1256(b), (d)(l) (1982).
SMCRA § 506(d)(1), 30 U.S.C. § 1256(d)(1) (1982).
TAXING OF EXPENDITURES
authority to issue a permit for the longer term.7 4 The mining
permit is necessary75 to the mine operator's business, but it is
not an ordinary expense primarily because it has a useful life in
excess of one year. 76 Therefore, no deduction is allowed under
section 162 and the mining permit is capitalized under section
263.7
The underlying purpose test 78 developed from H. G. Fenton
Materials Co. v. Commission7 9 requires an examination of the
purpose for which the intangible asset is acquired. Clearly, a
mine operator must have a mining permit to mine coal under
SMCRA. A mining permit is analagous to the two special use
permits in H. G. Fenton Materials Co.80 except that the mining
permits granted for a fixed period and are subject to indefinite
renewals. 8 ' The renewal provisions under SMCRA give the ap-
pearance that the mining permit has an indeterminate life be-
cause the renewals could be granted indefinitely. If the permits
have an indeterminate useful life, then no depreciation deduc-
tions are allowed. 82 However, the useful life of the mining permit
is further limited to the period of time necessary for the mine
operator to exhaust the mineral deposit. 81 Once the mineral
deposit is exhausted the usefulness of the mining permit is ex-
hausted. Therefore, the useful life of the mining permit is de-
termined by reference to the mine operator's experience in similar
SMCRA § 506(b), 30 U.S.C. § 1256 (1982).
" See supra notes 8-14 and accompanying text.
See supra notes 15-22 and accompanying text.
See KWTX Broadcasting Co. v. Commissioner, 31 T.C. 952 (1959), aff'd per
curiam, 272 F.2d 406 (5th Cir. 1959) (The Tax Court held that the costs of obtaining a
renewable license granted by the FCC created an intangible asset with an indeterminate
useful life. Under Treas. Reg. § 1.167(a)-3 an intangible asset with an indeterminate life
is nondepreciable.); supra notes 44-70 and accompanying text. But see WDEF Broad-
casting Co. v. United States, 215 F. Supp. 818 (E.D. Tenn. 1963).
See supra notes 44-70 and accompanying text.
74 T.C. 584 (1980).
See supra notes 44-55 and accompanying text.
"' See supra notes 71-74 and accompanying text.
Treas. Reg. § i. 167(a)-3 (1960); see supra note 77 and accompanying text.
Clearly, the life of the mining permit is known, but in some cases the life of
the mineral deposit may not be known. Then, it seems appropriate to add the cost of
obtaining the mining permit to the depletion basis. Once the costs are added to the
depletion basis, the costs should qualify as mine development expenditures. However,
the costs were not incurred during the physical mining process and do not qualify as
mine development expenditures. See infra notes 106-124 and accompanying text.
1986]
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mining operations8 4 and the indefinite renewals do not make the,
mining permit nondepreciable. s1 The cost of obtaining a mining
permit is capitalized and depreciated over the useful life of the
mineral deposit.
8 6
The costs of obtaining a mining permit include expenditures
that have multiple purposes; therefore, these costs are difficult
to categorize. For example, the mine operator is required to
submit road and dam design drawings87 as part of the permit
application. The drawings subsequently will be used to construct
the access roads and sedimentation ponds.8 8 As a general prop-
osition, costs incurred which benefit or create multiple assets are
allocated to the respective assets in relation to their relative fair
market values or other reasonable basis. 89 If the costs of pre-
paring the drawings are allocable on a reasonable basis, then the
costs should be segregated and allocated to the capitalized cost
of the access roads and sedimentation ponds for which such
costs were incurred. 90 However, some portion of the cost of
preparing these drawings must be allocated to the mining permit 9'
since the drawings are required for the permit application. 92 On
the other hand, if there is no reasonable basis on which to
allocate the cost of preparing such drawings, these costs must
be viewed as creating a separate asset93 since the drawings will
Treas. Reg. § 1.167(a)-3 (1960). I.R.S. Letter Ruling 8503006 (September 25,
1984).
See supra note 54 and accompanying text. (An intangible asset is depreciable
under section 167 if the life of the intangible asset is limited.).
- I.R.S. Letter Ruling 8503006 (September 25, 1984) (not to be used or cited as
precedent, in accordance with I.R.C. § 6110(j)(3).). The Service failed to provide guid-
ance as to permissible methods of depreciation. If the life of the mineral deposit is not
known, the unit of production method of depreciation under Treasury regulation section
1.611-5(a) may be a more appropriate method of depreciation than the straight-line
method.
" See SMCRA § 508(a)(5), 30 U.S.C. § 1258(a)(5) (1982).
" See SMCRA § 515(b)(10)(B)(ii), (b)(17), 30 U.S.C. § 1265(b)(10)(B)(ii), (b)(17)
(1982).
- See I.R.S. Letter Ruling 8503006 (September 25, 1984): "The environmental
impact study will be used to obtain permits to allow the taxpayer the right to build and
operate depreciable facilities and disturb protected lands. Ideally, for tax purposes the
costs of the study should be segregated and allocated to the permits for which incurred."
I ld.
"Id.
See supra notes 87-88 and accompanying text.
" See I.R.S. Letter Ruling 8503006 (September 25, 1984) ("[P]ortions of the
[environmental impact] study are used in obtaining more than one permit and it is
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be used throughout the life of the mine. 94 Because the estimated
useful lives of the drawings are determined by reference to the
life of the mine, the drawings should be depreciated over the
life of such mine. 9' Thus, as a practical matter, the drawings are
depreciated over the same period as the mining permit when
they are considered as a separate asset. 96
B. Performance Bond
SMCRA requires each operator to provide the regulatory
authority (either the United States or the State) with a perform-
ance bond to ensure that the mine site is reclaimed in accordance
with the Act and the permit before a mining permit is issued. 97
Such performance bond is set at a minimum of $10,000 per acre
for the entire area under the permit. 98 The operator can post the
bond in one of two ways. 99 He can pay a premium to a corporate
surety to provide the bond, or he may elect to provide a fully
collateralized performance bond by depositing cash, a negotiable
bond of the United States or such state, or a negotiable certifi-
cate of deposit of any bank.'00 If the operator executes a fully
collateralized bond, it is in substance a refundable security de-
posit and is anondeductible asset of the operator held by another
party.'
0 1
If the mine operator pays a commercial surety a premium to
provide the performance bond, the premium will not be refunded
when the regulatory authority releases the bond after the recla-
mation is performed. The premium is a necessary and ordinary
expense of a mining operator provided the premium is paid
annually. 02 If the premium is paid each year for insurance
coverage for the particular year, the payment is appropriate and
apparently not possible to allocate the costs of the study. Therefore, the study itself
must be viewed as a separate asset.").
- Id.
" See Treas. Reg. § 1.167(a)-3 (1960).
See supra notes 71-86 and accompanying text.
SMCRA § 509(a), 30 U.S.C. § 1259(a) (1982).
~'Id.
SMCRA § 509(b), 30 U.S.C. § 1259(b) (1982).
I Id.
Fiore v. Commissioner, T.C. M. (P-H) 1387, aff'd without published opinion,
636 F.2d 1208 (3rd Cir. 1980).
,' See supra notes 8-22 and accompanying text.
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customary for the taxpayer's business and is currently deductible
under section 162.10 Often, however, the mine operator is re-
quired by the commercial surety to pay the entire premium in
advance when the performance bond is provided. The prepaid
insurance premium may cover multiple tax years up to the initial
period for which the mining permit is issued. The prepaid in-
surance premium is treated as a capital expenditure and the cost
is allocated on a prorated basis to the applicable years.1°4
C. Liability Insurance
A certificate of insurance certifying that the operator has a
public liability insurance policy in force is required to be sub-
mitted with the mining permit application. 05 The cost of obtain-
ing liability insurance each year for a mine operator is a necessary
and ordinary business expense for conducting a coal mining
business."°6 Again, if the mine operator prepays the premium,
the cost is allocated on a pro rata basis to the applicable years.' 7
III. DEVELOPMENT STAGE ACTIVITIES
INTRODUCTION
Expenditures for development of a mine or mineral deposit
are deductible from taxable income in the year incurred "if paid
or incurred after the existence of ores or minerals in commer-
cially marketable quantities has been disclosed.'01 Development
expenditures are deductible "whether or not such expenditures
are made in the development or production state of the mine."1 °9
This deduction "is not applicable to development expenditures
which are deductible for the taxable year under any other pro-
vision of the internal revenue laws," '10 but allowances for de-
preciation may be considered expenditures under section 616."'1
10' Id.
Commissioner v. Bolyston Market Ass'n., 131 F.2d 966, 966-68 (Ist Cir. 1942).
SMCRA § 507(0, 30 U.S.C. § 1257(f) (1982).
See supra notes 8-22 and accompanying text.
"" See supra note 93 and accompanying text.
I.R.C. § 616(a) (1954).
Treas. Reg. § 1.616-1(a) (1960).
Treas. Reg. § 1.616-1(b)(I) (1960).
I.R.C. § 616(a) (1954).
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The mine operator may elect to defer the deduction of mine
development expenditures incurred during the taxable year."
2 If
deferred, the mine development expenditures are "deductible on
a ratable basis as the units of produced ores or minerals bene-
fited by such expenditures are sold.""' 3 Additionally, corpora-
tions must defer twenty percent of their mine development
expenditures and recover such deferred expenditures in the same
manner as 5-year depreciable property."
4
Unlike exploration expenditures," 5 mine development ex-
penditures are not recaptured when actual production begins.
The lack of a recapture provision often encourages mine oper-
ators to improperly classify expenditures as mine development
expenditures." 6 However, the version of the Tax Reform Act of
1985, passed by the House of Representatives on December 17,
1985, includes a provision for the recapture of mine development
expenditures very similar to the recapture provision for explo-
ration expenditures."1
7
Prior to the enactment of the present code section 616,
expenditures incurred to develop the mine or mineral deposit
were capitalized into the cost depletion basis."18 Congress enacted
section 616 as an incentive to the mining industry to open new
mines in support of the Korean War effort."19 Because the de-
pletion deduction under percentage depletion frequently exceeds
the depletion allowed under the cost depletion method, capital-
ized costs incurred to develop the mine often are non-deducti-
ble.120 Section 616 allows a separate deduction for development
expenses which would otherwise be capitalized, in addition to
percentage or cost depletion. Once the expenditure is classified
as a development expenditure it is not added to the cost depletion
-- I.R.C. § 616(b) (1954).
113 Id.
'" I.R.C. § 291(b)(1)-(2) (1982).
" See supra notes 31-39 and accompanying text.
See generally Geoghegan & Mathis, Inc. v. Commissioner, 55 TC 672, aff'd,
453 F.2d 1324 (6th Cir. 1972) (The mine development expenditure deduction was denied
for costs in obtaining the release of a right of way held by a utility company and for
the relocation of an existing gas pipeline.).
H.R. 3838, 99th Cong., 1st Sess. § 262 (1985).
S. REP. No. 781, 82th Cong., ist Sess. (1951), reprinted in 1951-1 C.B. 458,
489.
Id. at 458.
'' Id. at 489.
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basis.' 2 1 Thus, the deduction will not be lost to taxpayers who
claim percentage depletion.
The legislative history clearly indicates that mine develop-
ment expenditures include the capitalized "cost of shafts, tun-
nels, galleries, etc., which are necessary to make the ore or other
minerals accessible."' 22 Thus, examples indicate that mine de-
velopment expenditures derive from the physical mining process
itself.' 23 However, the legislative history fails to specifically men-
tion development stage activities in the context of surface min-
ing.' 24 The Service's approach in determining whether an
expenditure is classified as a mine development expenditure is
summarized in Revenue Ruling 67-169:
Development operations for the exploitation of a mineral de-
posit (applicable to both underground and surface mining) are
excavations performed for the purpose of preparing the entire
ore body or a part of the ore body for extracting the valuable
mineral on a continuing repetitive basis. Development expend-
itures described in section 616 of the Code are those expendi-
tures paid or incurred in carrying out the excavation of material
and related activities in the driving of shafts, tunnels, galleries
and other mining excavation for the purpose of making the
ore or mineral in place accessible for sustained extraction
methods by either underground or strip mining methods. These
expenditures benefit an area of a mineral deposit, recoverable
over a relatively long period in the ordinary course of mining
,' See McMahon, The Coal Depletion Allowance Deduction, 85 W. VA. L. REV.
581, 620 (1982-83); Treas. Reg. § 1.612-1(b)(1) (1960) providing:
The basis for cost depletion of mineral or timber property does not include:
(i) Amounts recoverable through depreciation deductions, through deferred
expenses, and through deductions other than depletion, and (ii) The residual
value of land and improvements at the end of operations. In the case of
any mineral property the basis for cost depletion does not include amounts
representing the cost or value of land for purposes other than mineral
production. Furthermore, in the case of certain mineral properties, such
basis does not include exploration or development expenditures which are
treated under section 615(b) [now section 6171 or 616(b) as deferred ex-
penses to be taken into account as deductions on a ratable basis as the
units of minerals benefited thereby are produced and sold.
,2 S. REP. No. 781, 82th Cong., Ist Sess. (1951), reprinted in 1951.1 C.B. 458,
489.
,2., See id.
11 Id.; see Rev. Rul. 67-35, 1967-1 C.B. 159.
TAXING OF EXPENDITURES
and selling of the valuable mineral extracted from the de-
posit. ,2
The statute, the legislative history, the regulations, and the
Service's position as expressed in the above Revenue Ruling
clearly indicate that mine development expenditures include only
those expenditures which are associated with a physical mining
activity and which-in the absence of section 616-would be
capitalized as part of the cost depletion basis.126 The question
then is which physical mining activities, if any, carried out at a
surface mine qualify under this standard for the advantageous
tax treatment accorded mine development expenditures. Moun-
tain top removal, access roads and sedimentation ponds will be
evaluated to determine whether the costs incurred in carrying
out such excavations qualify as mine development expenditures.
A. Mountain Top Removal
The mountain top removal method of mining allows the
mine operator to remove all the overburden so that the entire
coal seam is removed. 27 This method of mining has a significant
advantage over the contour method of mining because there are
no exposed highwalls which must be backfilled and graded.
The Service, in a Private Letter Ruling 28 involving an "open
pit" ore mine, determined that the removal of the hanging wall
qualified as a mine development expenditure. 29 This ruling is
unusual because the ore body apparently was in the shape of a
steeple. 30 The initial "open pit" would allow the removal of the
121 Rev. Rul. 67-169, 1967-1 C.B. 159, 160 provides:
It is the view of the Service that development expenditures under section 616(a)
of the Internal Revenue Code of 1954 are limited to those resulting directly
from such physical mining process or activities as the driving of shafts, tunnels,
galleries, and similiar operations undertaken to make the ore or mineral in
place accessible for production operations.
See supra notes 108-25 and accompanying text.
See SMCRA § 515(b)(3), 30 U.S.C. § 1265(b)(3) (1982). (The mine operator is
to "grade in order to restore the approximate original contour of the land with all
highwalls, spoil piles, and depressions eliminated" unless the mountain top method of
removal is used, or if another postmining use is approved under section 515(c).).
'-' I.R.S. Letter Ruling 8402013 (September 28, 1983).
IN Id.
Iu" Id. (The Private Letter Ruling describes the mineral deposit using the following
language, "steppin [sic) dipping tabular ore bodies.").
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top of the steeple and the center of the deposit at greater depths.
In order to mine the edges of the deposit at greater depths, the
sides or "hanging walls" of the pit were removed to widen the
pit. The removal of the walls benefited the adjacent mineral,
not just the small portion of the ore directly beneath the over-
burden."' Thus, the mining activities met the test of "excava-
tions performed for the purpose of preparing ...a part of the
ore body for extracting the valuable mineral on a continuing
repetitive basis'1 2 and the costs incurred were deductible as
mine development expenditures.'33
There appears to be a similarity in the mining methods
between the above Private Letter Ruling and the mountain top
removal method of mining allowed by SMCRA."34 Mountain top
removal allows the mine operator to remove all the overburden
so that the entire' coal seam is removed'3 ' similar to open pit
mining. The above Private Letter Ruling does not provide guid-
ance in determing whether the mountain top removal method
qualifies for the deduction as a mine development expenditure
because the Private Letter Ruling focused on the shape of the
mineral deposit.' 36 Coal deposits are not in the shape of a steeple,
but are horizontal in relation to the top of the mountain. In
mountain top removal, the mineral deposit immediately below
the overburden is benefited by the excavation and the adjacent
mineral is not benefited. Thus, the test'3 7 for deductibility as
Id.
Rev. Rul. 67-169, 1967-1 C.B. 159, 160. The Service cited and relied on this
revenue ruling in reaching its holding in Letter Ruling 8402013 (September 28, 1983).
" I.R.S. Letter Ruling 84023013 (September 28, 1983) (not to be used as precedent,
in accordance with I.R.C. § 6110(j)(3)).
- See SMCRA § 515(c)(2), 30 U.S.C. § 1265(c)(2) (1982) which provides:
[A] permit . . . may be granted for the surface mining of coal where the
mining operation will remove an entire coal seam or seams running through
the upper fraction of a mountain, ridge, or hill . ..by removing all of
the overburden and creating a level plateau or a gently rolling contour with
no highwalls remaining.
1I ld.
See I.R.S. Letter Ruling 8402013 (September 28, 1983).
See supra notes 123-33 and accompanying text. See generally National Lead Co.
v. Commissioner, 23 T.C. 988 (1955), rev'd on other grounds, 230 F.2d 161 (2d Cir.
1956), aff'd on other grounds, 352 U.S. 313 (1957) (This case was decided under a
statutory framework existing prior to the enactment of the present section 616. The
Commissioner argued that the costs of stripping overburden and cutting benches were
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mine development expenditures is not met even though the ex-
cavations are a physical mining activity. Therefore, the excava-
tions are merely production expenditures.'38 On the other hand,
if the mine operator can show that the adjacent mineral deposit
is benefited by the excavation of the overburden, then the test
for deductibility as mine development expenditures could be
satisfied. ,39
B. Access Roads
Prior to any coal production, the mine operator will con-
struct access roads to the mineral deposit for moving equipment,
supplies and labor to the mine site in a manner which minimizes
the environmental impact of such construction activities.' 40 Such
access roads may be temporary or permanent and may be used
to transport coal to its intended market.
There has been only one court case dealing with the taxation
of the costs of constructing access roads at a mine site. The
District Court for the Southern District of West Virginia allowed
a deduction for the costs of constructing two access roads to
slope mines as a mine development expenditure in Amherst Coal
Co. v. United States.'4' However, the Service determined in
Revenue Ruling 73-48842 that the costs of constructing an access
road in a foreign county from the mining area to the nearest
port facility were depreciable.'
43
1. The Service's Position
In Revenue Ruling 73-488 the Service ruled that the costs of
constructing a 79 mile road to an inaccessible portion of a
foreign county between the mine site where the milling facility
was located and the ocean port facility was not a mine devel-
capitalized as mine development expenditures under a statute that did not allow a
deduction for mine development expenditures. The taxpayer successfully argued that
such costs were deductible as ordinary mining expenses.).
See infra notes 195-208 and accompanying text.
" See supra notes 125-36 and accompanying text.
See SMCRA § 515(b)(17), 30 U.S.C. § 1265(b)(17) (1982).
295 F. Supp. 421, 441-42 (S.D. W. Va. 1969), aff'd, 1971-1 U.S.T.C. 1 9223
(4th Cir. 1971).
Rev. Rul. 73-488, 1973-2 C.B. 207.
I' d.
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opment expenditure.'" The mining company had obtained a
thirty years concession to operate the mine, and after such period
the foreign government would purchase the facilities at the re-
maining book value.' 45 The roadway had an element of perma-
nency, especially since the foreign government would have the
use and control of the roadway after 30 years.' 46 Once the
roadway became the possession of the foreign government, it
could easily be used for a purpose apart from mining.'
47
In making its determination the Service relied on prior Rev-
enue Rulings.'4 Although the activities do make the mineral
deposit accessible, the construction of the road is not the result
of the physical mining process. The construction of the road is
a separate activity and the costs of such construction failed the
test for deductibility as a development expenditure. ,49 The Service
ruled that the costs of constructing the road were to be capital-
ized subject to depreciation. ' °0 Land is nondepreciable, but im-
provements or physical development added to the land may be
subject to the depreciation allowance.' 5 ' Additionally, the Service
relied on Revenue Ruling 65-265,ls2 which stated "[t]he costs
attributable to excavation, grading and removing soil necessary
for the proper setting of the buildings and paving of the road-
ways are part of the cost of those assets and should be included
in the depreciable base for the buildings and roadway.""' In
Revenue Ruling 65-265, the roadway's useful life was limited to
the useful life of the buildings which the roadways served.' 54 The
useful life of the road being limited by the useful life of the
asset or mineral deposit is controlling in determining the tax
treatment of the roads which are depreciable over the life of the
asset or mineral deposit.'"
'I ld. at 208.
'" Id. at 207.
SId.
See id. at 208.
" See Rev. Rul. 67-35, 1967-1 C.B. 159; Rev. Rul. 67-169, 1967-1 C.B. 159; Rev.
Rul. 65-265, 1965-2 C.B. 52.
' See supra notes 122-25 and accompanying text.
' Rev. Rul. 73-488, 1973-2 C.B. 207, 208.
,5 Treas. Reg. § 1.167(a)-2 (1960).
Rev. Rul. 65-265, 1965-2 C.B. 52.
" Id. at 53.
154 Id.
M See id.; Rev. Rul. 73-488, 1973-2 C.B. 207.
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2. The Amherst Coal Co. Decision
In Amherst Coal Co. v. United States,5 6 the Court held that
the construction costs of two mine access roads were currently
deductible as mine development expenditures.1 7 The District
Court cited few authorities in support of its decision, primarily
basing its decision on the analogous treatment of intangible
drilling costs and by analogizing access roads for slope mining
to underground haulways in deep mining. 5 8 The Court was
persuaded by the taxpayer's arguments as the following state-
ment indicates:
The Court also agrees with plaintiff's contention that merely
because a road which is necessary to drive a slope, drift, or
shaft to gain access to the coal during the development stage
is also useful during the production stage as a means of ingress
and egress for men, supplies and coal does not deprive it of
its status as a development expense. In this respect the road is
analogous to the slope, air shaft, or drill hole. The roads here
in question, once the production stage was reached, were merely
an extension of the underground roadways such as the vertical
hole in a shaft mine, the slope or tunnel in other deep mining,
or surface roadways in the case of an open pit mine.'59
The District Court also considered the factor of whether the
access road had a physical life independent of the mine. The
Court summarized its position in the following statement:
As a result, although both depletion and depreciation are
methods of capital recovery, the general basis for distinction
between them is whether, in addition to being necessary to the
development of the mineral property, the improvement has an
independent physical life of its own with a resultant salvage
value, or whether its useful life is limited by the mineral deposit
it serves. ,60




Id. at 443; see MAXPIELD AND HOUoGrON, TAXATION OF MINING OPERATION §
5.02131[b] providing:
Settled general principles have established that land itself is not a depreciable
asset. [Citing Algernon - Blair, Inc., 29 T.C. 1205 (1958), acq. 1958-2
C.B. 4]. Expenditures for purposes inextricably associated with the land,
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The Court thus indicated that the construction costs were
depletable because the access road was a mere extension of the
underground haulway and the useful life of the access road was
limited to the life of the mine.'16  However, the Court failed to
discuss the legislative history's implied requirement that devel-
opment expenditures result from the physical mining process
itself. 162 The Service in its revenue rulings emphasizes the re-
quirement for development expenditures results from the physical
mining process itself. 63 Therefore, the Service can be expected
to continue to attack the deductibility of construction costs for
access roads as development expenditures.
Additionaly, the Court gave another ground for its decision.
The Court misunderstood the Service's concession as can be seen
from the following statement:
Defendant seems to contend that the expense of building a
temporary road, useable only during the "development stage"
of the mine, is properly deductible, but that if a more per-
manent road is built, i.e., one that can also be used during
the "production stage," its cost is no longer a "development
expense" and must be amortized. The Court agrees with plain-
tiff that this is an economically wasteful position.,64
The Service's concession is similar to allowing a repair de-
duction for replacing a broken window, but requiring the capi-
talization of the cost of replacing all the windows in a building
as a renovation. Applying the District Court's logic to this hy-
pothetical situation would allow a repair deduction for replace-
ment of all the windows in a building because it would be
economically wasteful. The Court's logic allows a current de-
such as grading and leveling, are also nondepreciable unless directly associated
with the construction of additional physical structures, and useful only to
the extent of such additional structures or improvements. In such cases the
grading and leveling costs become part of the depreciable structure itself.
Such costs are not depreciable vel non based on their intrinsic merits but,
rather, based on their purpose, since they are to enhance a physical struc-
ture of some sort to be placed on the land.
'' See supra notes 156-60 and accompanying text.
" See supra notes 122-25 and accompanying text.
" See Rev. Rul. 67-169, 1967-1 C.B. 159; Rev. Rul. 73-488, 1973-2 C.B. 207; see
also Rev. Rul. 65-265, 1965-2 C.B. 52.
" Amherst Coal Co., 295 F. Supp. at 441-42.
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duction upon a showing that the expenditures were economically
efficient. Such a result is clearly erroneous under current stat-
utes. 65 Therefore, the Court was incorrect in concluding that a
permanent access road was a mine development expenditure
merely because a temporary road constructed solely for devel-
opment purposes may qualify for deductibility as a development
expenditure.
The combination of the Court's misunderstanding of the
Service's concession and the failure to address the implied phys-
ical mining process requirement'6 casts substantial doubt on the
precedential value of the Amherst Coal Co. decision. Such doubt
is further increased by the fact that this is a District Court
decision which was affirmed without a published opinion.
67
3. Anticipation of the Tax Court's Position
If the Tax Court accepts the taxpayer's position in Amherst
Coal Co. allowing the construction costs of access roads to be
deductible as development expenditures, the Court must reject
the Service's position. 68 _The taxpayer's position analogizes ac-
cess roads to underground haulways and implies a broad in-
terpretion of the physical mining process to include activities
peripheral to the excavation and extraction process. The Tax
Court has not had the opportunity to address these issues in the
context of expenditures deductible as development expenditures.
However, the Tax Court has addressed very similar issues in a
percentage depletion case.
In McClelland v. Commissioner'69 the Tax Court was called
upon to determine the scope of the term "mining process" for
purposes of percentage depletion. The Tax Court stated that
"[uinder section 613(c)(2), 'mining,' for purposes of percentage
depletion, has three components-(1) extraction from the ground,
(2) certain qualifying treatment processes considered as mining,
and (3) certain qualifying transportation (mining transportation')
- See I.R.C. §§ 263(aX2) (1954) (A taxpayer is required to capitalize "[ajny amount
expended in restoring property or in making good the exhaustion threat for which an
allowance is or has been made." I.R.C. 263(a)(2) (1954).).
" See supra note 162 and accompanying text.
'' Amherst Coal Co., 295 F. Supp. 421.
'" Id.
S83 T.C. 958 (1984).
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from the mine to the plants or mills where the qualifying mining
treatment processes are applied." 70 In order for the gross income
from qualifying treatment process to be treated as "mining,"
the qualifying treatment process must be performed by the mine
owner or operator. 7' The taxpayer did not perform the quali-
fying treatment process and as a result, was unable to include
the gross income from mining transportation for purposes of
percentage depletion. 72 Accordingly, the Tax Court held that
the cost of transporting the taxpayer's coal from the mine site
to the processing facility was nonmining transportation.'
7
3
The taxpayer also argued that the transportation cost was a
part of the extraction process itself since the processing facility
was located on the same property as the mine site.'
74
Petitioners [partners] analogize Sterling's [a general partner-
ship] transportation of the coal across the 'bench' (the flat,
previously mined area) to the transportation of coal through
the tunnels or haulways of an underground mine. Petitioners
conclude that just as the mineral or ore is 'extracted' when it
emerges at the mouth of the underground mine, likewise Ster-
ling's coal was 'extracted' when its trucks passed an imaginary
line marking the point where the outcropping of the original
coal deposit began or when the trucks dumped the coal at
Clinchfield's plant [processing facility].1
75
The Tax Court rejected the taxpayer's argument 76 relying upon
the statutory language which states that "extraction . . . [is]
from the ground." " Clearly, the Tax Court narrowly interpreted
the meaning of mining.
While the statute on percentage depletion includes in the
mining process qualifying treatment processes or qualifying min-
ing transportation, the statute on development expenses does not
include such items.' 78 In analogizing the McClelland case to
development expenditures, the Tax Court would probably limit
Id. at 963, citing Treas. Reg. §§ 1.6134(a) and 1.613-4(f) (1972).
McClelland, 83 T.C. at 968, citing I.R.C. § 613(c)(4) (1960).





I.R.C. § 613(c)(2) (1954).
"' See I.R.C. § 616 (1954).
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the physical mining process to the actual extraction process. 7 9
The taxpayer in McClelland presented arguments very similar to
the arguments made by the taxpayer in Amherst Coal Co. by
analogizing mine roadways to underground haulways in a deep
mine, 80 and the Tax Court rejected these arguments. 181 There-
fore, the Tax Court can be expected to disallow the deduction
of construction costs of access roads as development expendi-
tures and to require such costs to be capitalized and depreciated
over the expected useful life of the mine.
8 2
C. Sedimentation Ponds
Before disturbing the surface area at the mine site, the mine
operator must construct sedimentation ponds to control the qual-
ity of the water discharged from the mine site over the life of
the mine83 and beyond, if the structure is designed to be a
permanent water impoundment.' A permanent water impound-
ment, however, provides a benefit to the mine operator over the
life of the mine.
In evaluating the tax treatment of expenses to construct
sedimentation ponds, the approach is very similar to the ap-
proach used for access roads. The Service would argue that a
sedimentation pond is a self-constructed land improvement' 8
which has a useful life dependent upon the life of the mine.
8 6
The Service would argue that the land improvement is depreci-
able over the life of the mine and is not eligible for the deduction
as a development expenditure. 197
See supra notes 168-77 and accompanying text.
See supra notes 156-63 and accompanying text.
See supra notes 176-77 and accompanying text.
'- See supra notes 150-55 and accompanying text.
See 30 C.F.R. § 717.17(e) (1979) which provides:
Sedimentation ponds - (1) General requirements. Sedimentation ponds shall
be used individually or in a series and shall: (i) Be constructed before any
disturbance of the undisturbed area to be drained into the pond and prior
to any discharge of water to surface waters from underground mine work-
ings; (ii) Be located as near as possible to the disturbed area and out of
perennial streams, unless approved by the regulatory authority.
SMCRA § 515(b)(8), 30 U.S.C. § 1265(b)(8) (1982).
See supra notes 20-22 and accompanying text.
See supra notes 17-19 and accompanying text.
See supra notes 140-55 and accompanying text.
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The taxpayer would argue that the construction costs of
sedimentation ponds qualify for the deduction as development
expenditures. 88 The taxpayer would not have the benefit of the
best argument made in Amherst Coal Co. that access roads are
just an extension or analogous to the underground haulways in
a deep mine.'8 9 On the other hand, sedimentation ponds are built
in the natural drainage areas at the collection point which may
be a substantial distance from the excavation site.'19 Further-
more, it would be difficult for the taxpayer to argue successfully
that such construction activities are part of the excavation proc-
ess which would benefit the entire or a part of the mineral
body. ,91 However, the taxpayer might use the argument accepted
in Amherst Coal Co. that a land improvement is a depletable
asset, and thus deductible as a development expense if the "use-
ful life is limited by the mineral deposit [that] it serves."' 92
When the Tax Court gets the opportunity to decide the issue,
it will probably reject the taxpayer's position and decide that
sedimentation ponds are separately depreciable assets. The Tax
Court would be hard pressed to find that the construction of
sedimentation ponds qualifies as a physical mining process after
its decision in McClelland.19' The failure to find that such con-
struction activities qualify as a physical mining process would
virtually preclude the deduction of costs incurred as a develop-
ment expenditure. 194
IV. PRODUCTION STAGE EXPENDITURES
The excavation to uncover the mineral deposit on a day-to-
day basis is an integral part of the mining process. 95 After the
enactment of SMCRA, the excavation process was substantially
integrated with the reclamation process.' 96 Such excavations are
' See supra notes 156-67 and accompanying text.
I' d.
See supra note 183 and accompanying text.
"' See supra notes 123-25 and accompanying text.
Amherst Coal Co., 295 F. Supp. at 443; see supra note 160 and accompanying
text.
,93 See supra notes 168-82 and accompanying text.
194 Id.
" See Rev. Rul. 67-169, 1967-1 C.B. 159-60; see supra notes 122-25 and accom-
panying text.
" See generally SMCRA § 515(b)(3), 30 U.S.C. § 1265(b)(3) (1982). Generally, the
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a physical mining process which is a requirement for the deduc-
tion as a development expenditure. 197 However, the Service has
ruled that the day-to-day excavation process, even when done
two months in advance, is not a mine development expendi-
ture.'9 The Service reasoned that "the removal of a particular
segment of overburden does not benefit the entire ore body or
smaller bodies of the same ore to which could be applied a
mining cycle on a repetitive and continuing basis for a sustained
period."' 99 The excavation activities merely benefit the portion
of the mineral deposit immediately uncovered and not the min-
eral deposit as a whole.2°0
The Service has further held that expenses associated with
such daily or incremental excavations are to be accounted for as
cost of goods sold. 20' Excavation expenses are not currently
deductible to the extent there are inventories on hand at year
end because a portion of all direct and indirect production
expenses charged to cost of goods sold must be allocated to
inventories under the full absorption method of inventory cost-
ing. 202 The allocation of a portion of the cost of goods sold to
inventory results in a deferral of the tax deductions and causes
a better matching of the expenses to the revenue earned.
Frequently, mine development activities continue to be con-
ducted during the production stage. In surface mine operations,
most economical method to restore highwalls to the approximate original contour is by
backfilling along the highwall of the previously mined area adjacent to the area currently
being mined.
See supra notes 122-25, 168-82 and accompanying text.
Rev. Rul. 67-169, 1967-1 C.B. 159, 160.
SId.
See id.
" Id. (citing Treas. Reg. § 1.61-3 (1973), which provides that in a "mining business,
'gross income' means the total sales, less the cost of goods sold.").
11,2 Treas. Reg. § 1.471-11(a) (1973) provides:
Use of full absorption method of inventory costing. In order to conform
as nearly as may be possible to the best accounting practices and to clearly
reflect income (as required by section 471 of the Code), both direct and
indirect production costs must be taken into account in the computation
of inventoriable costs in accordance with the "full absorption" method of
inventory costing. Under the full absorption method of inventory costing
production costs must be allocated to goods produced during the taxable
year, whether sold during the taxable year or in inventory at the close of
the taxable year determined in accordance with the taxpayer's method of
identifying goods in inventory.
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the mine operator will build the minimum number of sedimen-
tation ponds and access roads necessary to begin actual produc-
tion. Thereafter, the mine operator constructs the access roads
and sedimentation ponds as the mining process demands within
the permit area. 2 3 Access roads and sedimentation ponds create
assets with a useful life limited to the life of the mine.204 Assum-
ing that the Tax Court accepts the Service's position,205 the
construction costs will be depreciated over the remaining life of
the mine, which has the effect of deferring the deduction of the
expenses. If the Tax Court accepts the taxpayer's position 20 6 in
Amherst Coal Co. v. United States,20 7 then the construction costs
are capitalized as a mine development expenditure which is cur-
rently deductible. 208 The mine development expenditures deduc-
tion allows the acceleration of tax deductions which may be an
important financing consideration in light of the time value of
money.
V. DEDUCTIBILITY OF RECLAMATION AND CLOSING COSTS
SMCRA requires surface mine operators to backfill, com-
pact, grade, and restore highwalls to the approximate original
contour. 209
A. Prior Law
An accrual-basis taxpayer can deduct future liabilities as a
current expense when "all the events have occurred which de-
termine the fact of the liability and the amount thereof can be
determined with reasonable accuracy." 210 Future expenditures are
deductible when this two-part test is satisfied.
In Denise Coal Co. v. Commissioner21 ' the Tax Court held
that the event fixing the liability of the taxpayer had not oc-
See generally SMCRA § 509(a), 30 U.S.C. § 1259(a) (1982).
" See supra notes 108-94 and accompanying text.
See supra notes 140-48, 168-82 and accompanying text.
- See supra notes 156-67 and accompanying text.
295 F. Supp. 421 (S.D. W. Va. 1969), aff'd, 1971-1 T.C. 19223 (4th Cir. 1971).
See supra notes 105-24 and accompanying text.
" See SMCRA § 515(b)(3), 30 U.S.C. § 1265(b)(3) (1982).
', Treas. Reg. § 1.461-1(a)(2) (1967).
2 29 T.C. 528 (1957), aff'd in part, rev'd in part, 271 F.2d 930 (3d Cir. 1959).
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curred.2 2 The taxpayer in Denise Coal Co. had an obligation to
restore the mined areas under "Pennsylvania law; but the obli-
gation did not give rise to an expense incurred, because the
obligation was in futuro. ' ' 2 3 The Third Circuit reversed the Tax
Court on this issue stating that the "Pennsylvania statute im-
poses a fixed and definite obligation '2 1 4 without regard to when
the land is actually reclaimed. 21 In the subsequent case of Ohio
River Collieries v. Commissioner, 2 6 the Tax Court overruled its
prior decision concerning when liability is fixed and agreed with
Third Circuit's decision in Denise Coal Co. 217 The Tax Court in
Ohio River Collieries found that the removal of the overburden
from the mineral deposit fixed the liability to reclaim the land
under Ohio's reclamation law.
218
The second part of the test for deducting future expenditures
requires that the amount of the liability be determined with
reasonable accuracy. 2 9 In Denise Coal Co. the Tax Court held
that the amount of the future reclamation expenses were not
estimated with reasonable accuracy. 220 The Tax Court in reaching
its decision found significant the fact that "the actual cost ...
for backfilling the properties strip mined during the periods in
question varied substantially from the amounts estimated. ' 22'
Again, the Third Circuit reversed the Tax Court on this aspect
of the all events test. 222 The Third Circuit considered the follow-
ing factors in determining that the amount of the taxpayer's
estimate of the reclamation costs was reasonably accurate:
In arriving at the estimated cost Denise considered the amount
and type or character of overburden (average in feet) that
would have to be replaced in the pits; the height or thickness
of the coal seam (inches); the width of the different pits
2-2 Id. at 548.
211 Id.
2"' Denise Coal Co. v. Commissioner, 271 F.2d 930, 935 (3d Cir. 1959), rev'g 29
T.C. 528 (1957).
215 Id.
77 T.C. 1369 (1981).
2 See supra note 214 and accompanying text.
'' Ohio River Collieries, 77 T.C. at 1377.
"' See supra note 210 and accompanying text.
2..o Denise Coal Co., 29 T.C. at 549.
Id.
222 Denise Coal Co., 271 F.2d at 937.
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involved; the character of water and drainage problems; the
type of equipment that had been used in the stripping opera-
tions; the distance between the pits to be backfilled and the
points where the spoil banks had been piled; the various angles
(varying from 90 degrees to 45 degrees) at which the strippers
had cut; and, particularly, the physical composition of the
overburden, whether composed of big boulders, shale, or dirt.
Denise also considered the bids submitted by contractors. 23
Clearly, the taxpayer expended much effort in meeting its burden
of proof, but such effort was not sufficient to persuade the Tax
Court .224
In Ohio River Collieries the Tax Court did not need to
address the issue of whether the amount of the reclamation costs
are estimated with reasonable accuracy because the Commis-
sioner stipulated that the "estimates were determined with rea-
sonable accuracy. ' 225 Because of the stipulation, the deductiblity
of "estimated" reclamation costs remained unclear even after
Ohio River Collieries. In Ohio River Collieries the Tax Court
stated that it would continue to follow its original position in
Denise Coal Co. when "accrued costs are not susceptible of
reasonable estimation" despite the Third Circuit's opinion.
226
Accordingly, the Tax Court intended to place a heavy burden
of proof on taxpayers in future cases to estimate reclamation
costs with a high degree of accuracy. Clearly, Congress needed
to resolve this conflict.
Congress, as part of the Deficit Reduction Act of 1984,
enacted section 461(h) which added the requirement of economic
performance to the all events test,227 and enacted section 468
which specifically gives mine operators the election to deduct
future reclamation costs. 228 Congress specifically mentions the
Ohio River Collieries case in its legislative history for mine
reclamation costs, which shows that the new provision was in-
Id. at 936, citing 29 T.C. at 539.
:' See supra notes 220-21 and accompanying text.
Ohio River Collieries, 77 T.C. at 1371.
-' Id. at 1377.
_' Deficit Reduction Act of 1984, Pub. L. No. 98-369, Title I, § 91(a), (e), (g), 98
Stat. 598, 607, 608 (July 18, 1984).
-' Deficit Reduction Act of 1984, Pub. L. No. 98-369, Title I, § 91(b)(1), 98 Stat.
601 (July 18, 1984).
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An accrual basis taxpayer can only deduct anticipated ex-
penses as economic performance occurs. 230 Economic perform-
ance generally occurs as property is used by the taxpayer or as
service or property is provided to the taxpayer by another per-
son. 23' Congress granted an exception to the economic perform-
ance test for certain recurring items "[tjo avoid disrupting normal
business and accounting practices and [to avoid] imposing undue
burdens on taxpayers. ' '12 2 A taxpayer may claim a current de-
duction when a recurring item meets the all events test and
economic performance occurs within eight and one-half months
after the close of the year. 233 Generally, an item is recurring
when it is consistently reported by the taxpayer and either is
immaterial to the taxpayer's financial statements, or provides a
better matching of the item to the income to which it relates.
23 4
Congress has indicated that "general accepted accounting prin-
ciples will be an important factor, although not necessarily
dispositive ' 235 in determining whether an item is material and
whether the item is better matched with the income to which it
relates. Congress failed to recognize that financial accounting
principles are designed to achieve matching to ensure that finan-
cial statements are not misleading to prospective investors who
often use the current year's net income to predict future prof-
itability. 2 6 On the other hand, the purpose of the tax accounting
system is entirely different. The goal of the tax accounting
system is to establish a framework for "the production of ad-
ministratively feasible and economically sensible rules for timing
-' H.R. Rep. No. 861, 98th Cong., 2d Sess. (1984), reprinted in 1984-3 C.B. Vol.
2, 133.
See I.R.C. 461(h)(1) (1984).
See I.R.C. 461(h)(2)(A) (1984).




I- ld. at 128.
- See Gunn, Matching of Costs and Revenues As a Goal of Tax Accounting, 4
VA. TAX REV. 1, 12 (1984).
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income and deductions. ' 237 Thus, Congress has interjected some
uncertainty into the tax system by once again deferring to the
financial accounting system. Furthermore, Congress made the
economic performance test inapplicable to "[any other provi-
sions of this title which specifically provides for a deduction for
a reserve for estimated expenses."
238
The economic performance test is inapplicable in determining
the timing of the deductions for reclamation and closing costs
239
if the taxpayer elects to apply section 468 of the Code which
allows a deduction for estimated reclamation and closing costs.
214
Section 468 of the Code defines reclamation and closing costs
as expenses incurred to comply with the reclamation plan and
permit required by Title V of SMCRA. 241 SMCRA contains all
the provisions relating to the control of the environmental im-
pacts of surface coal mining and for the proper reclamation of
the mined area. 242 SMCRA, however, fails to provide any sepa-
rate guidelines for closing costs. In the legislative history of the
Deficit Reduction Act of 1984, Congress limited reclamation
activities "to those activities performed prior to site closing and
in connection with reclaiming land disturbed on the mine (or
waste disposal) site. ' 243 Reclamation costs are limited to costs
incurred to perform reclamation required by the mining permit
on a continuous basis. 2" Therefore, closing costs are incurred
upon the termination of mining activities. Classifying the costs
between reclamation and closing costs is important because the
computation method for determining the amount deductible is
different for each classification. 241 Unfortunately, the Service has
not issued any Revenue Rulings or Treasury Regulations defining
these concepts in more definite terms because the new provision
was enacted in 198:4.
I" d. at 2.
I.R.C. § 461(h)(5)(D) (1984).
239 Id.
2 0 I.R.C. § 468(a)(1) (1984); H.R. Rep. No. 861, 98th Cong., 2d Sess. (1984),
reprinted in 1984-3 C.B. Vol. 2, 133.
", I.R.C. § 468(d)(2)(A) (1984).
2'2 See supra note 209.
24 H.R. Rep. No. 861, 98th Cong., 2d Sess. (1984), reprinted in 1984-3 C.B. Vol.
2, 136.
2- See supra notes 240-41 and accompanying text.
2" See infra notes 246-55 and accompanying text.
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The reclamation reserve at end of the year "is limited to the
current cost of reclaiming land that has been disturbed, subse-




At the close of each tax year, the reserve balance is adjusted to
an amount equal to the current cost of reclaiming the land.
2 47
Therefore, if the reserve balance at the end of the tax year
exceeds the current cost of reclaiming the land, the excess amount
(the amount of the adjustment) is recaptured as ordinary income
for the current taxable year.248 This adjustment 49 is equal to the
difference in the current cost to reclaim the land and the opening
balance250 of the reserve increased by an interest factor.
25'
The closing cost reserve "is limited to the current cost of
closing the portion of the site which has been utilized ...
subsequent to the date of the election. ' 252 The adjustment is
determined by using a unit of production capacity method
253
after the opening balance 54 is increased by the interest factor. 255
2- H. R. Rep. No. 861, 98th Cong., 2d Sess. (1984), reprinted in 1984-3 C.B. Vol.
2, 135.
247 See id.
See I.R.C. § 468(a)(4)(A) (1984).
I, l.R.C. § 468 (2)-(3) (1984) (This formula follows the statutory method of
computing the annual adjustment to the reserve: A is the opening balance, B is the
interest factor multiplied times the opening balance, C is the cost to reclaim land
disturbed during the current year, D is the amount paid to reclaim land disturbed during
the current year, E is the current estimate to reclaim all lands disturbed to date, and F
is the amount of the adjustment required. Then, A + B + C - D - E = F. If F is
positive, then the amount is recaptured as ordinary income in the current year. If F is
negative, then the reserve is increased and a corresponding ordinary deduction is allowed
in the current year.).
250 See I.R.C. § 468(a)(2)(A) (1984) ("The opening balance of any reserve for its
first taxable year shall be zero.").
"I See I.R.C. § 468(a)(4)(B) (1984) (The interest is computed on the opening balance
each year at the federal short-term rate by compounding semiannually.).
"I H.R. Rep. No. 861, 98th Cong. 2d Sess. (1984), reprinted in 1984-3 C.B. Vol.
2, 135-36.
2-I d. For example, suppose that the site capacity is 500 units, 100 units are
produced (or utilized) at the end of the first year, and the current cost of closing the
entire site is $1,000. In this case, $200 ($1,000 times 100/500) may be deducted in that
year and the sinking [reserve] fund balance is limited to the-same amount. If at the end
of the second tax year an additional 100 units are produced and the current cost of site
closing has risen to $1,000, then $225 may be deducted (i.e., the unrecovered cost of
the current site closing ($1,100 - $200) times the proportion of remaining units produced
during the tax year 1001(500-100)) and the fund balance is limited to $440 ($1,100 times
200/500).
11, See supra note 249 and accompanying text.
2"- See supra note 250 and accompanying text.
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Subsequently, when the reclamation is performed or the mine is
closed, the actual amount paid for reclaiming the mine is charged
against the reserve.
6
If the election to deduct reclamation or closing costs is
revoked or if the mine is closed, any remaining balance in the
reserve account is recaptured as income in the year such event
occurs. 257 Additionally, if the reserve balance at the end of the
tax year exceeds the current cost of reclaiming the land, the
excess amount is recaptured as ordinary income for the current
taxable year. 258 The recapture provision creates income due to
the interest deemed earned on the opening balance each year.259
The interest income is deferred until one of the above events
occurs .260
If the mine operator does not elect to deduct reclamation
and closing costs under section 468,261 the deductibility of such
costs is governed by section 461262 including the new requirement
for economic performance. 26 Generally, a mine operator's de-
duction for accrued reclamation cost would fail to satisfy the
economic performance requirement. However, the mine operator
may be allowed to deduct reclamation costs under section 461 if
the mine operator meets the requirements for the exception to
economic performance for recurring items.
To illustrate the exception to economic performance for
recurring items assume that the mine operator's reclamation plan
and permit provide for contour surface mining. At the close of
the taxable year, the mine operator has mined the coal from a
portion of the permitted area, but has not reclaimed the land.
SMCRA requires that reclamation be conducted concurrently
with the mining of the mineral deposit. 26 The fact of the liability
is established when the overburden is removed, which the Tax
Court recognizes. 265 It is possible to estimate reclamation costs
211 See I.R.C. § 468(a)(2)(C) (1984).
I" See I.R.C. § 468(a)(5) (1984).
211 See supra note 252 and accompanying text.
21 See supra notes 248-50 and accompanying text.
See supra notes 246-57 and accompanying text.
' See supra notes 225-60 and accompanying text.
212 See I.R.C. § 461(a) (1954).
ml See I.R.C. § 461(h) (1984).
16, See SMCRA § 515(b)(16), 30 U.S.C. § 1265(b)(16) (1982).
21' See supra note 216 and accompanying text.
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with reasonable accuracy; however, the Tax Court will strictly
construe cases under the all events test. :66 Furthermore, the
Service can be expected to challenge the mine operator's estimate
of reclamation costs because of the Tax Court's statement that
it would continue to follow its position in Denise Coal Co.
26
1
Under the exception to economic performance, the item must be
recurring and economic performance must still occur within eight
and one-half months after the close of the year. 268 The test for
recurring items requires that the taxpayer satisfy the matching
test or be shown to be an immaterial expense. 269 If the taxpayer
records the recurring expenses for financial accounting pur-
poses,"10 then the expenses are material and fail the immaterial
exception to the economic performance requirement.
27
1
Under the matching test exception, recording estimated re-
clamation costs in the taxable year in which the coal is mined
results in a better matching of expenses with revenues272 and
satisfies the exception test requiring that the item result in a
better matching to be recurring. 2 1 Since the mine operator meets
one alternative of the recurring requirement and the other ex-
ception criteria, the reclamation costs are deductible under the
exception to the economic performance test. The Service can be
expected to challenge a deduction taken under the matching test
exception to economic performance. The Service argues that the
deduction does not result in a better matching because the cur-
2- Id.
'V See 29 T.C. at 528; Mining Reclamation Reserve Bills: Hearings on S.1911 and
S.2642 before the Subcomm. on Energy and Agricultural Taxation of the Senate Comm.
on Finance, 97th Cong., 2d Sess. 33-47 (1982) (statement of John E. Chapoton, Assistant
Secretary for Tax Policy, Department of the Treasury).
2 See supra notes 232-33 and accompanying text.
, See supra note 234 and accompanying text.
2 See generally KIESO AND WEYGANDT, INTERMEDIATE ACCOUNTING THIRD EDITION
39-41 (1980):
It is difficult to give firm guides in judging when any given item is not
material because materiality varies both with relative amount and relative
importance; thus, much depends not only on the size of the item but also
on the size of the company under consideration. To some extent it also
varies with the nature of the item itself.
17, See supra notes 233-35 and accompanying text.
272 See generally KIESO AND WEYGANDT, INTERMEDIATE ACCOUNTING THIRD EDITION
35 (1980) ("The matching principle thus dictates that effort (expenses) be matched with
accomplishment (revenues) if feasible.").
173 See supra notes 233-35 and accompanying text.
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rent deduction will be paid with future dollars.2 74 The Service
contends that the current deduction should be discounted to take
into account the time value of money. 27 However, under this
exception economic performance must occur within eight and
one-half months, which minimizes the need for discounting.
Therefore, a current deduction for future reclamation expenses
should be available to the mine operator under the matching
test exception.
CONCLUSION
The taxation of a mine operator's expenditures made in
compliance with SMCRA depends upon the purpose and char-
acter of the expenditure. Exploration permits are deductible as
exploration expenses and mining permits are depreciable over
the life of the mine. Land improvements are capital expenditures
which are depreciable or depletable depending on their relation-
ship to the land. Frequently, the Service argues that such ex-
penditures are depreciable over the life of the mine. The Service's
argument, if successful, defers the deduction to future years.
The operator argues that the land improvement is a depletable
capital expenditure deductable as a development expenditure. If
successful, the operator deducts the expense in full currently,
and under the present statute, the expense is not subject to
recapture. The new provision allowing the current deduction for
future reclamation and closing costs removed the uncertainty
created by prior case law. A mine operator failing to elect the
benefits of section 468 can deduct reclamation costs in limited
circumstances under the exception to economic performance.
The utility of this deduction under the exception to economic
performance is limited because the Service can be expected to
actively challenge such deductions.
KIPLEY J. MCNALLY
See Mining Reclamation Reserve Bills: Hearings on S.1911 and S.2642 before
the Subcomm. on Energy and Agricultural Taxation of the Senate Comm. on Finance,
97th Cong., 2d Sess. 33-47 (1982) (statement of John E. Chapoton, Assistant Secretary
for Tax Policy, Department of the Treasury).
2'5 Id.
